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DEPARTMENT  OF  THE  TREASURY 
internal  Revenue  Service 
[  26  CFR  Part  1 1 
INCOME  TAX 
Arbitrage  Bonds 

On  May  3,  1973,  notice  of  proposed 
rulemaking  was  published  in  the  Federal 
Register  (38  FR  10944) ,  corrected  by  no¬ 
tice  published  in  the  Federal  Register 
for  May  11, 1973  (38  FR  12405) ,  in  regard 
to  regulations  under  section  103(d)  of  the 
Internal  Revenue  Code  of  1954,  relating 
to  arbitrage  bonds,  to  conform  such  reg¬ 
ulations  to  amendments  made  by  section 
601(a)  of  the  Tax  Reform  Act  of  1969 
(83  Stat.  656).  Portions  of  the  May  3, 
1973,  notice  of  proposed  rulemaking  were 
revised  by  notice  of  proposed  rulemaking 
published  in  the  Federal  Register  De¬ 
cember  3,  1975  (40  FR  56448)  corrected 
by  notice  published  in  the  Federal  Reg¬ 
ister  December  18,  1975  (40  FR  58656) . 
Notice  is  hereby  given  that  portions  of 
the  May  3,  1973,  and  December  3,  1975, 
notices  of  proposed  rulemaking  are  re¬ 
vised. 

Further  notice  is  hereby  given  that  the 
regulations  set  forth  in  tentative  form  in 
the  attached  appendix  below  are  pro¬ 
posed  to  be  prescribed  by  the  Commis¬ 
sioner  of  Internal  Revenue,  with  the  ap¬ 
proval  of  the  Secretary  of  the  Treasury 
or  his  delegate.  Prior  to  the  final  adop¬ 
tion  of  such  regulations,  consideration 
will  be  given  to  any  comments  pertaining 
thereto  which  are  submitted  in  writing 
(preferably  six  copies)  to  the  Commis¬ 
sioner  of  Internal  Revenue,  Attention; 
CC:LR;T,  Washington,  D.C.  20224  by 
November  29,  1976.  Pursuant  to  26  CFR 
601.601(b),  designations  of  material  as 
confidential  or  not  to  be  disclosed,  con¬ 
tained  in  such  comments,  will  not  be  ac¬ 
cepted.  Thus,  persons  submitting  written 
comments  should  not  include  therein  ma¬ 
terial  that  they  consider  to  be  confiden¬ 
tial  or  inappropriate  for  disclosure  to  the 
public.  It  will  be  presumed  by  the  Inter¬ 
nal  Revenue  Service  that  every  written 
comment  submitted  to  it  in  response  to 
this  notice  of  proposed  rule  making  is 
intended  by  the  person  submitting  it  to 
be  subject  in  its  entirety  to  public  in¬ 
spection  and  copying  in  accordance  with 
the  procedures  of  26  CFR  601.702(d)  (9) . 
Any  person  submitting  written  comments 
who  desires  an  opportunity  to  comment 
orally  at  a  public  hearing  on  these  pro¬ 
posed  regulations  should  submit  a  re¬ 
quest,  in  writing,  to  the  Commissioner 
by  November  29,  1976.  In  such  case,  a 
public  hearing  will  be  held,  and  notice 
of  the  time,  place,  and  date  will  be  pub¬ 
lished  in  a  subsequent  issue  of  the  Fed¬ 
eral  Register,  unless  the  person  or  per¬ 
sons  who  have  requested  a  hearing  with¬ 
draw  their  requests  for  a  hearing  before 
notice  of  the  hearing  has  been  filed  with 
the  Office  of  the  Federal  Register.  The 
proposed  regulations  are  to  be  issued 
under  the  authority  contained  In  sec¬ 
tions  103(d)  and  7805  of  the  Internal 


Revenue  Code  of  1954  (83  Stat.  656,  68A 
Stat.  917;  26  UJ5.C.  103,  7805). 

Donald  C.  Alexander, 

Commissioner 
of  Internal  Revenue. 

Charles  M.  Walker, 

Assistant  Secretary  of  the 
Treasury. 

This  document  revises  portions  of  the 
notices  of  proposed  rulemaking  pub¬ 
lished  in  the  Federal  Register  May  3, 
1973  (38  FR  10944) ,  corrected  by  notice 
published  in  the  Federal  Register  for 
May  11,  1973  (38  FR  12405) ,  and  Decem¬ 
ber  3,  1975  (40  FR  56448)  corrected  by 
notice  published  in  the  Federal  Register 
December  18,  1975  (40  FR  58656). 

The  revised  rules  implement  the  an¬ 
nouncement  in  a  Department  of  Treas¬ 
ury  news  release  (WS-1097)  of  Septem¬ 
ber  24,  1976,  to  propose  new  regulations 
regarding  arbitrage  bonds.  The  revised 
rules  include  the  rules  described  in  the 
news  release  relating  to  computation  of 
yield,  with  some  modification,  and  also 
include  additional  rules.  The  revised 
rules  relate  primarily  to  refunding  is¬ 
sues,  but  rules  are  also  included  relat¬ 
ing  to  nonrefunding  issues. 

The  revised  rules  are  primarily  ad¬ 
dressed  to  the  problems  of  arbitrage  in 
refunding  issues,  including  the  diversion 
by  issuers  of  arbitrage  to  other  parties. 
This  possible  arbitrage  has  resulted  in 
the  promotion  of  refunding  issues  by 
other  parties  and  in  the  artificial  pric¬ 
ing  of  governmental  obligations.  The  re¬ 
vised  rules  are  designed  to  implement  the 
authority  contained  in  section  103(d)  (5) 
of  the  Code  to  prescribe  regulations  nec¬ 
essary  to  carry  out  the  purposes  of  sec¬ 
tion  103(d).  The  purpose  of  the  revised 
rules  is  to  remove  arbitrage  as  an  in¬ 
ducement  to  the  issuance  of  govern¬ 
mental  obligations,  particularly  refund¬ 
ing  issues.  In  this  connection,  the  revised 
rules  apply  differently  to  refunding  and 
nonrefunding  issues  to  take  into  account 
the  different  arbitrage  purpose  or  effect 
of  a  refunding  issue.  A  description  of  the 
revised  rules  follows. 

Section  1.103-13 (a)  (2)  (ii),  relating  to 
certification,  is  revised  to  require,  in  the 
case  of  a  refunding  issue  sold  on  or  after 
October  29,  1976  or  issued  (i.e.,  deliv¬ 
ered)  after  November  28,  1976,  that  the 
certification  must  include  a  statement 
describing  the  purpose  of  the  issue,  in¬ 
cluding  in  the  case  of  interest  savings  a 
statement  of  the  present  value  of  the  in¬ 
terest  to  be  saved,  a  description  of  the 
administrative  costs  of  the  issue,  includ¬ 
ing  the  basis  on  which  such  costs  are  al¬ 
located  between  the  refunding  issue  and 
the  acquired  obligations  that  fund  the 
escrow,  and  a  statement  that  the  price 
paid  for  the  issue  is  reasonable  under 
customary  standards  applicable  in  the 
1X13)  rkct* 

Sections  1.103-13(b)  (1)  (ii)  and  1.103- 
14(d),  relating  to  the  amount  that  may 
be  invested  at  a  materially  higher  yield 
as  less  than  a  major  portion  (“minor 


portion”)  or  as  a  reasonably  required 
reserve  fimd  as  appUcable  both  to  a  re¬ 
funding  issue  and  to  a  nonrefunding  is¬ 
sue,  are  revised.  A  practice  has  developed 
of  discoimting  an  acquired  obligation 
at  a  materially  higher  yield  to  a  present 
value  equal  to  the  permissible  minor  por¬ 
tion  or  reserve  fimd.  The  effect  of  this 
practice  is  to  treat  accrued  interest  as 
reinvested  as  principal.  As  a  result,  more 
than  a  minor  portion  is  invested  at  a 
materially  higher  yield.  Even  where  the 
present  value  of  an  acquired  obligation  is 
less  than  the  minor  portion,  the  sum  of 
the  amount  invested  plus  the  reinvest¬ 
ment  of  annually  accrued  interest  or 
discount  results  in  an  investment  of  an 
amount  more  than  the  amount  permitted 
as  a  minor  portion  or  reserve  fund  if  the 
sum  of  such  amounts  exceeds  the  amount 
permitted.  The  revised  rule  prohibits 
this  practice.  In  addition,  the  revised  rule 
requires  that  where  bond  proceeds  and 
other  funds  are  used  to  acquire  an  obli¬ 
gation  and  any  receipt  of  principal  or 
interest  is  allocated  to  an  investment  of 
less  than  a  major  portion,  each  receipt 
of  principal  and  Interest  must  be  al¬ 
located  pro  rata  to  the  two  sources  of 
funds. 

Section  1.103-13(b)  (4)  (iii)  is  revised 
by  adding  new  sentences  that  explicitly 
state  that  cash  is  not  an  acquired  obli¬ 
gation.  Although  cash  was  not  included 
in  the  definition  of  an  acquired  obliga¬ 
tion  under  that  section  as  previously 
pi*OF)osed,  some  issuers  have  attempted  to 
treat  cash  as  an  acquired  obligation  so 
as  to  deflect  arbitrage  to  other  parties. 

Section  1.103-13(b)  (5)  (iii)  (C)  is 
added  to  provide,  in  the  case  of  a  re¬ 
funding  issue  sold  on  or  after  October  29, 
1976  or  issued  after  November  28,  1976, 
that  proceeds  of  a  refunding  issue  which 
is  itself  refunded  before  the  discharge  of 
the  issue  being  refunded  by  the  first  re¬ 
funding  issue  are  not  treated  as  trans¬ 
ferred  proceeds  for  the  purpose  of  apply¬ 
ing  the  Vb  of  one  percentage  point  mate¬ 
rially  higher  rule.  Thus,  such  transferred 
proceeds  are  subject  to  the  rule  that 
they  may  not  be  invested  at  a  yield  ex¬ 
ceeding  the  yield  of  the  subsequent  re¬ 
funding  issue  prior  to  the  date  on  which 
the  last  obligation  of  the  issue  which  is 
not  a  refunding  issue  is  discharged. 

Section  1.103-13(b)  (5)  (iv) ,  relating 
to  overissuance,  is  clarified  to  state  that 
any  portion  of  an  issue  issued  solely  for 
the  purpose  of  investing  such  portion  at 
a  materially  higher  yield  is  not  issued  for 
a  governmental  pui-pose.  Thus,  such  an 
issue  would  be  subject  to  the  overissuance 
rules. 

Section  1.103-13(b)  (9)  (i) ,  relating  to 
multipurpose  Issues,  previously  provided 
that  the  portions  of  such  an  issue  that 
are  treated  as  separate  issues  under  that 
section  are  so  treated  for  purposes  of 
computing  the  yield  of  the  issue.  As  re¬ 
vised,  such  an  l^ue  is  treated  as  a  single 
issue  for  purposes  of  computing  yield  in 
order  to  prevent  artificial  allocation  of 
portions  of  the  issue  to  one  purpose  so 
as  to  increase  yield  on  acquired  obliga- 
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lions  allocable  to  such  portion.  Section 
1.103^14(e)  (1)  (ii)  is  revised  to  clarify 
the  rule  that  a  single  refunding  issue 
that  is  treated  as  separate  issues  for  cer¬ 
tain  specified  purposes  is  treated  as  a 
single  issue  for  purposes  of  computing 
yield. 

Section  1.103-13(c)  (1).  relating  to 
computation  of  yield,  is  revised.  The  re¬ 
vised  provisions  reflect  the  rules  an¬ 
nounced  in  the  Treasury  news  release  of 
September  24,  1976,  with  some  modifica¬ 
tion.  Although  some  changes  in  that 
section  apply  to  nonrefunding  issues,  the 
changes  generally  apply  to  refimding  is¬ 
sues  issued  after  5  p.m.,  e.d.t.,  September 
24,  1976.  In  some  cases,  a  later  date  is 
specified.  The  rules  provide  that  in  com¬ 
puting  yield  for  acquired  obligations  of 
a  refunding  issue  held  for  the  period  be¬ 
fore  the  last  obligation  of  the  prior  is¬ 
sue  is  retired,  the  price  of  an  acquired 
obligation  taken  into  account  is  the 
mean  market  price  of  the  acquired  obli¬ 
gation  on  an  established  market  (or,  if 
less,  the  price  paid  for  the  acquired  ob¬ 
ligation).  A  price  higher  than  mean 
market  price  may  be  used  in  computing 
yield  only  where  the  price  paid  is  the 
result  of  an  arm’s  length  transaction 
without  the  payment  of  any  amount  to 
reduce  the  yield  of  the  obligation.  If 
there  is  not  an  established  market  for 
the  obligation,  the  obligation  will  be 
treated  as  pro^cing  a  yield  materially 
higher  than  the  yield  of  the  refunding 
issue  and  the  refunding  issue  will  be 
treated  as  an  arbitrage  issue.  Rules  are 
provided  to  establish  a  market  price  for 
an  obligation  acquired  directly  from  an 
issuer,  such  as  a  financial  Institution  or 
the  United  States  Treasury.  The  news 
release  stated  that  the  market  price  rule 
applied  only  where  the  obligation  was 
not  acquired  directly  from  the  issuer. 
The  proposed  regulations  differ  in  that 
the  market  price  rule  now  also  applies 
to  obligations  acquired  directly  from  an 
Issuer.  However,  for  issues  Issued  before 
October  29,  1976,  the  price  paid  for  an 
obligation  acquired  directly  from  the  is¬ 
suer  of  such  obligation  may  be  used  in 
computing  yield  if  the  obligation  was  not 
secured  by  any  underlying  securities  or 
obligations.  The  news  release  also  stated 
that  obligations  acquired  directly  from 
an  Issuer  and  secured  by  underlying  se¬ 
curities  that  produced  a  higher  yield 
than  the  yield  of  the  refunding  issue 
would  cause  the  refunding  issue  to  be 
an  arbitrage  issue.  Such  obligations  now 
fall  within  the  general  market  price  rule. 

New  rules  in  §  1.103-13  (c)  provide,  as 
stated  in  the  news  release,  that  for  re¬ 
funding  Issues  issued  after  5  p.m.,  e.d.t., 
September  24,  1976,  only  the  present 
value  of  administrative  costs  may  be 
taken  into  accoimt  in  computing  the 
yield  of  the  refunding  issue  and  the  ac¬ 
quired  obligations.  In  addition,  for  re¬ 
funding  issues  sold  on  or  after  October 
29,  1976,  or  issued  after  November  28, 
1976,  the  administrative  costs  that  may 
be  taken  into  account  are  limited  to 
amounts  to  be  paid  to  the  trustee  of  the 
issue,  the  paying  agent,  the  escrow  agent, 
and  for  custodial  fees,  legal  fees,  ac¬ 


counting  fees,  printing  costs,  rating  fees, 
insurance  of  the  obligations,  and  record¬ 
ing  fees,  plus  fees  paid  for  services  per¬ 
formed  as  a  fiscal  agent  or  financial  con¬ 
sultant,  but  the  aggregate  amount  of 
fees  paid  for  a  fiscal  agent  or  financial 
consultant  may  not  exceed  3  percent  of 
the  first  $1,000,000  principal  face  amount 
of  the  issue  plus  1  percent  of  the  princi¬ 
pal  face  amoimt  in  excess  of  $1,000,000. 
The  administrative  costs  allocable  to  ac¬ 
quired  obligations  of  a  refunding  issue 
sold  on  or  after  October  29,  1976,  or  is¬ 
sued  after  November  28,  1976,  must  be 
allocated  pro  rata  between  restricted 
yield  obligations  and  unrestricted  yield 
obhgations,  except  that  costs  primarily 
related  to  investment  or  reinvestment  of 
the  unrestricted  yield  obligations  must 
be  allocated  to  such  obligations.  In  addi¬ 
tion,  the  new  rules  provide  that  where 
an  acquired  obligation  is  acquired  both 
with  bond  proceeds  and  with  funds 
other  than  bond  proceeds,  each  receipt  of 
Interest  or  repayment  of  principal  must 
be  allocated  pro  rata  to  each  source  of 
fimds.  These  new  rules  regarding  com¬ 
putation  of  yield  Implement  section  103 
(d)  (5)  of  the  Code  to  prevent  the  trans¬ 
fer  or  disposition  of  arbitrage  by  the  is¬ 
suer  to  other  parties. 

Section  1.103-13(f)  (1)  is  amended  to 
provide  that  obligations  acquired  with 
proceeds  of  a  refunding  issue  must  be 
allocated  to  the  refimding  issue. 

Section  1.103-14(e)  (3)  (v),  relating  to 
a  temporary  period  for  investment  pro¬ 
ceeds  is  amended  to  provide  that  the  1- 
year  twnporary  period  for  such  proceeds 
does  not  apply  to  investment  proceeds 
of  a  refimding  issue  to  be  used  to  dis¬ 
charge  the  prior  issue.  In  addition,  new 
t«nporary  periods  are  provided  for  pro¬ 
ceeds  of  a  refunding  issue.  New  §  1.103- 
14(e)  (4)  (vii)  allows  a  1-year  temporary 
period  beginning  on  the  date  of  issue  for 
proceeds  of  a  refunding  issue  received  as 
accrued  interest  (not  in  excess  of  6 
months)  that  will  not  be  used  to  dis¬ 
charge  the  prior  issue  and  will  be  ex¬ 
pended  within  1  year.  New  §  1.103-14(e) 
(4)  (vlli)  allows  a  1-year  temporray  pe¬ 
riod  beginning  on  the  date  of  issue  for 
other  proceeds  of  the  refunding  issue 
that  will  be  used  to  pay  Issuance  costs  or 
do  not  exceed  1  percent  of  the  original 
proceeds  of  the  refunding  issue.  New 
§  1.103-14(e)  (3)  (ix)  allows  an  additional 
temporary  period  for  any  proceeds  of  the 
refimding  issue  that  will  not  be  used  to 
discharge  the  prior  issue  (such  as  pro¬ 
ceeds  resulting  from  roundmg  the  re¬ 
funding  issue)  to  the  extent  that  those 
proceeds  do  not  exceed  the  lesser  of  (1) 
$10,000,  or  (2)  1  percent  of  the  original 
proceeds  of  the  refunding  issue.  The 
temporary  period  allowed  under  §  1.103- 
14(e)  (3)  (ix)  may  continue  as  long  as  the 
refunding  issue  is  outstanding. 

Section  1.103-14(e)  (4),  relating  to  less 
than  a  major  portion  and  the  reserve 
fund  for  refunding  issues,  is  revised  as 
applied  to  refunding  Issues  sold  on  or 
after  October  29,  1976  or  issued  after 
November  28,  1976.  In  developing  these 
new  rules  to  determine  the  amount  of 
a  reasonably  required  reserve  fund  and 
the  amount  of  the  major  portion,  con¬ 


sideration  was  given  to  the  differences 
between  a  refunding  issue  and  a  nonre¬ 
funding  issue,  the  different  potential  for 
arbitrage  in  each  type  of  issue,  and  the 
difference  in  inducement  to  an  Issuer 
to  issue  an  obligation  for  arbitrage  if 
the  same  rules  applicable  to  the  original 
issue  regarding  the  amount  of  the  major 
portion  and  reserve  fund  were  to  apply. 
The  new  rules  take  these  differences  into 
account  in  applying  the  statutory  provi¬ 
sions  to  these  different  types  of  issues 
in  order  to  implement  the  authority  un¬ 
der  section  103(d)(5)  to  prescribe  reg¬ 
ulations  to  carry  out  the  purposes  of  sec¬ 
tion  103(d).  The  rules  are  designed  to 
remove  arbitrage  as  an  inducement  to 
the  issuance  of  an  obligation. 

Section  1.103-14(e)  (4)  is  revised  to 
provide  that  a  major  portion  of  the  pro¬ 
ceeds  of  the  refunding  issue  is  any 
amount  in  excess  of  15  percent  of  the 
face  amount  of  the  issue  (or  of  the  origi¬ 
nal  proceeds  if  less  than  98  percent  of  the 
face  amount) .  However,  acquired  obliga¬ 
tions  that  are  invested  at  a  materially 
higher  yield  as  less  than  a  major  portion 
may  be  acquired  only  with  proceeds  of 
the  prior  issue  that  are  transferred  to  the 
refunding  issue  (see  §  1.103-14(e)  (2) 
(ii)).  In  addition,  the  15-percent  limit 
may  not  exceed  15  percent  of  the  face 
amount  of  the  prior  issue  (or  of  the 
original  proceeds  of  the  prior  issue). 
These  rules  take  into  account  that  two 
governmental  obligations  are  outstand¬ 
ing  for  the  same  project  or  purpose  and 
that  any  investment  of  a  minor  portion 
at  an  unrestricted  sdeld  may  be  an  ar¬ 
bitrage  inducement  to  refund  the  prior 
issue.  They  treat  the  refunding  issue  as 
a  substitution  for  the  prior  issue  and 
result  in  the  Issuer  being  in  the  same 
position  as  to  permissible  higher  yield  in¬ 
vestments  as  if  there  were  no  refunding. 

Section  1.103-14(e)  (5)  is  revised  to 
provide  new  rules  regarding  a  reasonably 
required  reserve  or  replacement  fund 
that  may  be  Invested  at  a  materially 
highw  yield  than  the  yield  of  the  refund¬ 
ing  issue.  Under  the  new  rules,  acquired 
obligations  may  be  Invested  at  a  materi¬ 
ally  higher  yield  as  a  reserve  or  replcwe- 
ment  fund  only  to  the  extent  that  such 
investment  does  not  exceed  15  percent 
of  the  face  amount  of  the  refunding  is¬ 
sue  (or  of  the  original  proceeds  if  such 
proceeds  are  less  than  98  percent  of  the 
face  amount) .  Acquired  oUigations  that 
are  invested  at  a  materially  higher  yield 
as  part  of  a  reserve  fund  may  not  be 
acquired  with  proceeds  of  the  refunding 
issue  that  are  to  be  used  to  discharge 
the  prior  issue.  During  the  period  when 
both  issues  are  outstanding,  proceeds  of 
the  refunding  issue  may  not  be  invested 
at  a  materially  higher  yield  as  part  of 
a  reseiwe  fund.  However,  if  all  of  the 
prior  issue  is  discharged  within  the  tem¬ 
porary  period  referred  to  in  §  1.103- 
14(e)  (3)  (i),  then  the  entire  proceeds  of 
the  refunding  issue  may  be  invested  at 
a  materially  higher  yield  during  the  tem¬ 
porary  period  (including  any  proceeds 
for  a  reserve  or  replacement  fund  deter¬ 
mined  without  regard  to  whether  or  not 
tliere  was  a  reserve  fund  for  the  iMdor 
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issue  and  without  regard  to  the  amount 
of  any  such  reserve).  These  rules  are 
similar  to  the  niles  regarding  less  than 
a  major  portion  in  treating  the  refunding 
issue  as  a  substitution  for  and  continua¬ 
tion  of  the  prior  issue  during  the  i>eriod 
when  both  issues  are  outstanding,  there¬ 
by  removing  arbitrage  as  an  inducement 
for  the  issuance  of  the  refimding  issue. 
After  the  discharge  of  the  prior  issue, 
the  refunding  issue  is  treated  as  a  new 
and  independent  issue. 

If  the  issuer  expects  to  retire  portions 
of  the  prico*  issue  serially,  then  each 
such  portion  is  treated  as  a  separate 
issue  under  S  1.103-14(e)  (6)  (ii) .  In  ad¬ 
dition,  corresponding  portions  of  the  re¬ 
funding  issue  are  treated  as  separate 
refimding  issues  under  §  1.103-14(e)  (6) 

(ii) .  Consequently,  the  limits  on  invest¬ 
ment  of  proceeds  as  less  than  a  major 
portion  and  as  part  of  a  reserve  fund 
win  apply  to  these  separate  refunding 
issues  sei>arately. 

The  examples  that  were  in  §  1.103- 
14(e)  (5)  have  been  deleted.  New  samples 
win  be  published  soon.  However,  the  tem¬ 
porary  period  rules  as  illustrated  in  the 
delet^  examples  have  not  been  changed. 

Proposed  Amendments  to  the 
Regulations 

To  conform  the  Income  Tax  Regula¬ 
tions  (26  CFR  Part  1)  under  section 
103(d)  to  the  provisions  of  section  601(a) 
of  the  Tax  Reform  Act  of  1969,  such 
regulations  are  amended  as  follows: 

Paragraph  1.  Section  1.103-13,  as  set 
forth  in  the  notice  of  propos^  rule 
making  published  May  3,  1973  (38  FR 
12405)  and  December  3,  1975  (40  FR 
56448),  is  amended  as  follows: 

1.  Paragraph  (a)  (2)  (ii)  is  revised  by 
adding  three  new  sentences  after  the 
third  sentence  thereof ; 

2.  A  new  sentence  is  added  at  the  end 
of  paragraph  (a)  (3) ; 

3.  Paragraph  (b)(1)  (ii)  is  revised  by 
deleting  the  first  two  sentences  and  in¬ 
serting  four  new  sentences  in  lieu  there¬ 
of; 

4.  Three  new  sentences  are  added  at 
the  end  of  paragraph  (b)  (4)  (iii) ; 

5.  Paragraph  (b)  (4)  (iv)  (A)  is  re¬ 
vised  by  adding  two  new  sentences  after 
the  last  sentence  thereof; 

6.  Paragraph  (b)  (5)  (iii)  (C)  is  added; 

7.  A  new  sentence  is  added  after  the 
first  sentence  of  paragraph  (b)  (5)  (iv) ; 

8.  Paragraph  (b)  (9)  (i)  is  revised; 

9.  Paragraph  (c)  (1)  is  revised;  and 

10.  A  new  sentence  is  added  at  the  end 
of  paragraph  (f)  (1). 

These  new  and  revised  provisions  read 
as  follows: 

§  1.103—13  .Arbitrage  bonds. 

(a)  Scope.  •  *  * 

(2)  Reasonable  expectations.  *  *  * 

(ii)  •  •  ‘In  the  case  of  a  refunding 
issue  sold  on  or  after  October  29,  1976, 
or  issued  after  November  28,  1976,  the 
certification  shall  specify  the  purpose  or 
piuT>oses  of  the  refunding  issue  (for  ex¬ 
ample,  whether  to  defease  a  lien  or  for 
Interest  savings),  including  in  the  case 
of  Interest  savings  a  statment  of  the  in¬ 


terest  to  be  saved  and  the  present  value 
thereof,  and,  if  computation  of  yield  will 
be  necessary  under  paragraph  (c)  of  this 
section,  the  certification  shall  also  enu¬ 
merate  the  administrative  costs,  and  the 
amounts  thereof,  taken  into  account  in 
computing  yield  and  describe  how  and 
the  basis  on  which  such  costs  are  allo¬ 
cated  to  the  refunding  issue  or  to  the 
acquired  obligations  acquired  with  the 
proceeds  of  such  issue,  and  shall  state 
that  the  price  paid  for  the  refunding 
issue  is  reasonable  under  customary 
standards  applicable  in  the  market.  The 
preceding  sentence  shall  not  apply  if  the 
refunding  issue  refunds  an  issue  to 
which  §  1.103-14(c)  applies,  or  a  prior 
issue,  the  term  of  which  does  not  ex¬ 
ceed  3  years,  which  was  Issued  in  an¬ 
ticipation  of  permanent  financing.  For 
this  purpose,  the  prior  issue  may  itself 
have  been  a  refunding  issue  issued  in 
anticipation  of  permanent  financing  but 
the  aggr^ate  terms  of  all  such  prior 
issues  may  not  exceed  3  years.  •  *  * 

•  •  *  «  * 

(3)  Effective  date.  *  *  *  For  purposes 
of  the  effective  date  rules  in  this  sec¬ 
tion  and  §  1.103-14,  an  issue  issued  be¬ 
fore  December  29,  1976  shall  be  deemed 
to  be  issued  before  November  29,  1976  if 
the  issue  must  be  validated  by  judicial 
proceedings  and  those  proceedings  were 
commenced  before  November  29, 1976. 

(b)  Definitions — (1)  Arbitrage  bonds. 

•  «  * 

(ii)  Except  in  the  case  of  a  refunding 
issue,  a  major  portion  of  the  proceeds 
is  any  amount  which  at  any  time  exceeds 
15  percent  of  the  original  face  amount 
of  ttie  issue.  If  the  original  proceeds  of 
an  issue  determined  without  regard  to 
issuing  expenses  are  less  than  98  percent 
of  the  original  face  amount  of  the  issue, 
the  percentage  specified  in  the  preceding 
sentence  shall  be  based  on  the  amount  of 
such  original  proceeds.  See  §  1.103-14(e) 
for  definition  of  major  portion  in  the  case 
of  a  refunding  issue.  In  determining 
whether  acquired  obligations  allocable  to 
proceeds  invested  as  less  than  a  major 
portion  at  a  materially  higher  yield  are 
so  invested  in  the  case  of  obligations 
issued  after  October  29,  1976,  a  major 
portion  of  the  proceeds  is  invested  at  a 
materially  higher  yield  if  one  or  more  of 
such  obligations  is  acquired  at  a  discount 
or  results  in  interest  payments  for  any 
annual  period  in  excess  of  interest  pay¬ 
ments  for  any  preceding  annual  period 
(thus  reinvesting  annually  accrue  In¬ 
terest  or  discount  as  principal)  and  if  by 
taking  into  account  the  amount  of  such 
discount  or  excess  interest  (not  dis¬ 
counted  to  present  value)  ratably  each 
year  over  the  term  of  such  obligation  the 
sum  of  such  amounts  plus  the  purchase 
price  of  all  obligations  allocable  to  less 
than  a  major  portion  at  any  time  exceeds 
the  amount  specified  in  this  paragraph 
(b)(1)  (ii).  Where  any  obligation  is  ac¬ 
quired  in  part  with  proceeds  of  the  issue 
and  in  part  with  other  fimds,  and  any 
receipt  of  principal  or  interest  with  re¬ 
spect  to  such  obligation  is  allocated  to  an 
investment  of  less  than  a  major  portion. 


each  receipt  of  interest  and  principal 
shall  be  allocated  pro  rata  to  the  two 
sources  of  funds  in  the  same  pri^rtion 
as  the  amount  of  each  source  bears  to 
the  total  amount  of  the  funds  used  to 
acquire  the  obligation.  *  *  * 

***** 

(4)  Acquired  obligations.  *  *  * 

(iii)  •  •  •  Cash  is  not  an  acquired 
obligation.  For  example,  cash  held  or 
received  by  the  trustee  of  an  issue  is  not 
taken  into  account  as  a  zero-yield  obli¬ 
gation  for  the  period  it  is  held  before  be¬ 
ing  invested  in  an  acquired  obligation  or 
for  the  period  that  it  is  held  after  repay¬ 
ment  of  an  obligation  and  before  being 
reinvested  in  an  acquired  obligation.  A 
contract  between  the  issuer  and  another 
person  is  an  acquired  obligation  if  the 
other  person  is  required  under  the  con¬ 
tract  personally  (and  not  in  his  capacity 
as  trustee  or  agent)  to  discharge  any 
obligation  of  the  issuer. 

(iv)  *  •  * 

(A)  •  •  *  Acquired  obligations  ac¬ 
quired  with  proceeds  of  a  refunding  is¬ 
sue  that  are  to  be  used  to  discharge  the 
prior  issue  or  that  are  invested  in  a  rea¬ 
sonably  required  reserve  or  replacement 
fund  as  less  than  a  major  portion  are  not 
acquired  purpose  obligations.  However, 
acquired  obligations  acquired  with  trans¬ 
ferred  proceeds  may  be  acquired  pur¬ 
pose  obligations  if  such  obligations  would 
have  been  so  treated  if  the  prior  issue 
had  not  been  refunded. 

*  *  *  *  * 

(b)  Materially  higher.  *  *  * 

(iii)  •  •  * 

(C)  In  the  case  of  a  refunding  issue 
sold  on  or  after  October  29,  1976  or  is¬ 
sued  after  November  28,  1976,  that  re¬ 
funds  a  prior  issue  that  is  a  refunding 
issue,  proceeds  of  the  prior  refunding  is¬ 
sue  tiiat  are  treated  as  transferred  pro¬ 
ceeds  of  the  subsequent  refunding  issue 
under  §  1.103-14(e)  (2)  (ii)  shall  not  be 
be  treated  as  transferred  proceeds  at  the 
time  they  become  transferred  proceeds 
but  shall  be  treated  as  proceeds  of  the 
subsequent  refunding  issue  in  applying 
this  subdivision  (iii).  Thus,  paragraph 
(b)  (5)  (iii)  (A)  applies  to  such  process 
prior  to  the  date  on  which  the  last  obli¬ 
gation  of  the  issue  which  is  not  a  re¬ 
funding  issue  is  discharged  by  the  prior 
refunding  issue  or  series  of  refunding  is¬ 
sues.  After  such  date,  paragraph  (b)  (5) 
(iii)  (B)  applies  to  such  pi-oceeds. 

(iv)  *  *  *  Any  portion  of  the  issue 
issued  solely  for  the  purpose  of  investing 
such  portion  at  a  materially  higher  yield 
as  less  than  a  major  portion  is  not  is¬ 
sued  for  a  governmental  purpose. 

•  •  *  *  * 

(9)  Multipurpose  issues,  (i)  In  the  case 
of  an  issue  of  governmental  obligations — 

(A)  Issued  to  finance  two  or  more 
projects  with  respect  to  which  the  tem¬ 
porary  periods  provided  in  paragraph 
(b)  (1)  or  (5)  of  §  1.103-14  are  different 
(including  different  temporary  periods 
resulting  from  an  election  under  para¬ 
graph  (b)  (5)  (I)  (B) )  of  tiiis  section,  or 

(B)  Part  of  the  proceeds  of  which  are 
used  for  refunding  to  which  the  rules  of 
paragraph  (e)  of  §  1.103-14  apply  or  for 
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a  governmental  program  to  which  the 
rules  of  paragraph  td)  of  this  section 
apply, 

the  portion  of  the  proceeds  of  such  gov¬ 
ernmental  obligations  to  be  used  to 
finance  projects  having  different  tem¬ 
porary  periods  or  to  be  used  partly  for 
refimding  or  partly  for  a  governmental 
program  shall  be  treated  as  separate 
Issues  of  governmental  obligations  for 
pmposes  of  determining  the  tem^rary 
period  requirements,  the -reasonably  re¬ 
quired  reserve  or  replacement  fund,  and 
^e  application  of  the  major  portion  test 
with  respect  to  each  such  separate  issue. 
A  multipurpose  issue  described  in  this 
paragraph  (b)  (9)  (i)  sold  before  Octo¬ 
ber  29,  1976  and  issued  before  Novem¬ 
ber  29,  1976,  may  be  treated  as  separate 
issues  for  the  purpose  of  determining 
whether  the  yield  on  acquired  obliga¬ 
tions  is  materially  higher. 

•  •  •  #  « 

(c)  Computation  of  yield — (1)  In 
general,  (i)  Paragraph  (c)(1)  (il)  of  this 
section  provides  rules  to  determine  yield 
on  governmental  obligations  and  ac¬ 
quired  obligations  other  than  acquired 
nonpurpose  obligations  (as  described  in 
paragraph  (b)  (4)  (iv)  (A)  of  this  section) 
allocable  to  a  refunding  issue  issued 
after  5  p.m.  e.d.t.,  September  24,  1976. 
Paragraph  (c)(1)  (iii)  of  this  section 
provides  rules  to  determine  the  yield  on 
acquired  nonpurpose  obligations  allo¬ 
cable  to  a  refunding  issue  issued  after 
5  pjn.  e.d.t.,  September  24,  1976. 

(ii)  For  purposes  of  this  section  and 
§  1.103-14,  the  term  “yield”  means  that 
yield  which  when  used  in  computing  the 
present  worth  of  all  payments  of  prin¬ 
cipal  and  interest  to  be  paid  on  the 
obligation  produces  an  amount  equal  to 
the  purchase  price.  The  yield  on  both 
governmental  obligations  and  acquired 
obligations  shall  be  calculated  by  the 
use  of  the  same  frequency  interval  of 
compoimding  Interest.  TTius,  for  exam¬ 
ple,  if  the  yield  on  the  governmental 
obligations  is  determined  on  the  basis 
of  semiannual  interest  c(Hnpounding, 
then  the  yield  on  acquired  obligations 
acquired  with  the  proceeds  of  such  gov¬ 
ernmental  obligations  shall  also  be  ex¬ 
pressed  in  terms  of  semiannual  interest 
compounding.  In  the  case  of  governmen¬ 
tal  obligations,  the  computation  shall  be 
made  separately  for  each  issue  of  obli¬ 
gations  issued  by  a  governmental  imit, 
except  that  in  the  case  of  Issues  sold  on 
or  after  October  29,  1976  or  issued  after 
November  28,  1976,  (A)  a  single  com¬ 
putation  shall  be  made  if  two  or  more 
issues  are  issued  at  substantially  the 
same  time  and  sold  pursuant  to  a  com¬ 
mon  plan  of  financing,  and  (B)  a  single 
computation  may  be  made  with  respect 
to  issues  issued  at  different  times,  if 
prior  to  the  issuance  of  the  last  issue 
the  issuer  establishes  to  the  satisfaction 
of  the  Commissioner  that  such  ccanputa- 
tion  will  not  result  in  distortion  of  yield. 
In  the  case  of  acquired  obligations,  the 
computation  shall  be  made  separately 
with  respect  to  each  clas.s  of  acquired 


obligations  referred  to  in  paragraph 
(b)(4>(iv)  of  this  secticm  allocated  to 
an  issue  (ff  governmental  obligations.  In 
the  case  of  a  rounding  issue  issued  after 
5  pjn.,  e.d.t.,  September  24,  1976,  and  in 
the  case  of  any  other  issue  sold  (m  or 
after  October  29,  1976  or  issued  after 
November  28,  1976,  where  an  obligation 
is  acquired  in  part  with  the  proceeds  of 
governmental  obligations  and  in  part 
with  other  funds,  an  amount  of  each  re¬ 
ceipt  of  principal  and  interest  with  re¬ 
spect  to  the  (Obligation  shall  be  allocated 
t»the  proceeds  of  the  governmental  obli¬ 
gations  in  the  same  proportion  as  the 
amount  of  such  pr(x;eeds  used  to  acquire 
the  obligation  bears  to  the  purchase 
price  of  the  obligation.  The  preceding 
sentence  shall  not  apply  to  a  refimding 
issue  sold  before  October  29.  1976  and 
issued  before  November  29,  1976  if  the 
receipts  of  principal  and  interest  with 
respect  to  an  obligation  that  are  not 
all(x^ted  to  bond  proceeds  and  thus  are 
allocated  to  fimds  other  than  bond  pro¬ 
ceeds  do  not  result  in  a  yield  with  re¬ 
spect  to  such  other  funds  greater  than 
the  market  yield  available  or  quoted  for 
such  funds.  Except  in  the  case  of  a  re¬ 
funding  issue  after  5  p.m..  e.d.t.,  Sep¬ 
tember  24,  1976,  an  amount  equal  to  the 
sum  of  the  administrative  costs  of  issu¬ 
ing,  carrying,  and  repaying  an  issue  of 
governmental  obligation  shall  be  treated 
as  a  discount  on  the  selling  price  of  such 
issue,  and  an  amount  equal  to  the  sum 
of  the  administrative  costs  to  be  in¬ 
curred  in  purchasing,  carrying,  and  sell¬ 
ing  or  redeeming  a  class  of  acquired 
obligations  shall  be  treated  as  a  premium 
on  the  purchase  price  of  such  acquired 
obligations.  In  the  case  of  a  refunding 
issue  Issued  after  5  p.m.,  e.d.t.,  Septem¬ 
ber  24,  1976,  the  pre.sent  value  of  the 
administrative  costs  of  issuing,  carrying, 
and  repaying  the  issue  and  the  present 
value  of  the  administrative  costs  to  be 
incurred  in  purchasing,  carrying,  and 
selling  or  redeeming  acquired  obligations 
shall  be  taken  into  account  as  a  premium 
or  discount,  such  present  value  to  be 
determined  by  discounting  such  costs, 
based  on  current  prices  without  regard 
to  any  inflation  adjustment,  at  a  yield 
not  less  than  the  yield  of  the  refimding 
issue  (determined  without  regard  to  such 
costs) .  In  determining  the  present  value 
of  the  amounts  taken  into  account  under 
the  preceding  sentence,  costs  paid  within 
any  period  (not  in  excess  of  1  year) 
corresponding  to  the  frequency  interval 
used  in  computing  the  yield  of  the  re¬ 
funding  issue  may  be  treated  as  being 
paid  at  the  beginning  or  end  of  such 
period.  In  the  case  of  a  refunding  issue 
sold  on  or  after  October  29,  1976  or 
issued  after  November  28.  1976,  there 
shall  be  taken  into  account  as  adminis¬ 
trative  costs  with  respect  to  the  refund¬ 
ing  issue  and  the  acquired  obligations 
only  amounts  to  be  paid  to  the  trustee  of 
the  issue,  the  paying  agent,  the  escrow 
agent,  and  for  custodial  fees,  legal  fees, 
accounting  fees,  printing  costs,  rating 
fees,  insurance  of  the  obligations,  and 
recording  fees,  plus  fees  paid  for  services 
performed  as  a  fiscal  agent  or  financial 


consultant,  but  fees  paid  for  services  of 
a  fiscal  agent  or  financial  consultant 
shall  be  taken  into  accoimt  only  to  the 
extent  that  the  aggregate  amoimt  of 
such  fees  does  not  exceed  an  amount 
equal  to  3  percent  of  the  principal  face 
amount  of  the  refunding  issue  not  in 
excess  of  $1,000,000  plus  1  percent  of 
the  principal  face  amount  of  the  refund¬ 
ing  issue  in  excess  of  $1,000,000,  imless 
prior  to  the  date  of  issue  of  the  refund¬ 
ing  issue  the  issuer  establishes  to  the 
satisfaction  of  the  Ccanmissioner  that  a 
greater  amount  is  necessary,  ^owever, 
any  amounts  taken  into  account  under 
the  preceding  sentence  may  not  repre¬ 
sent  amounts  designed  to  divert  arUtrage 
to  the  recipient.  In  determining  the  ad¬ 
ministrative  costs  with  respect  to  ac¬ 
quired  obligations  of  a  refimding  issue 
sold  on  or  after  October  29, 1976  or  issued 
after  November  28,  1976  such  costs  shall 
be  allocated  pro  rata  between  the  ac¬ 
quired  obligations  subject  to  yield  re¬ 
strictions  and  the  acquired  obligations 
not  so  subject,  except  that  any  costs 
primarily  related  to  the  investment  of 
or  reinvestment  of  any  obligations  not 
subject  to  yield  restrictions  shall  be  al¬ 
located  to  such  obligations.  Only  the 
costs  allocated  to  acquired  obligations 
subject  to  3deld  restrictions  shall  be 
taken  into  account  in  computing  yield. 
The  yield  prixiuced  by  an  acquired  obli¬ 
gation  which  is  a  security  may  be  com¬ 
puted  by  any  method  which  is  ccwisistent 
with  the  principles  of  the  actuarial 
nieth(xl  of  computing  yield.  For  purjposes 
of  such  computation,  securities  held  be¬ 
yond  the  last  expected  maturity  date  of 
the  governmental  obligations  shall  be 
deemed  to  be  sold  on  such  maturity  date. 
In  cases  where  the  issuer  has  no  reason¬ 
able  expectations  as  to  the  amount  of 
principal  to  be  repaid  on  an  acquired 
security  at  the  time  that  such  security 
is  sold,  the  amount  of  such  principal 
shall  be  deemed  to  be  the  same  as  the 
fair  market  value  of  such  security  on 
the  date  of  issue  of  the  governmental 
obligations  to  which  such  security  is  al¬ 
located  or,  if  later,  the  date  on  which 
such  security  is  acquired.  No  yield  com¬ 
putation  need  be  made  with  respect  to 
an  acquired  obligation  while  such  obli¬ 
gation  is  held  during  the  temporary 
period  or  periods  referred  to  in  para¬ 
graph  (b)  or  (e)  of  §  1.103-14,  since  yield 
allocable  to  such  temporary  period  or 
periods  is  disregarded  in  determining 
whether  a  governmental  obligation  is  an 
arbitrage  bond.  However,  in  the  case  of 
an  acquired  obligation  which  is  held 
during  and  after  a  temporary  period,  if 
the  yield  applicable  to  the  temporary 
pericid  exce^  the  yield  of  a  comparable 
obligation  that  could  be  acquired  and 
held  only  during  such  temporary  period, 
then  the  computation  of  yield  on  such 
acquired  obligation  must  be  made  by 
taking  into  account  the  yield  allocable 
to  such  temporary  period  or  periods.  No 
computation  need  be  made  with  respect 
to  acquired  obligations  which  represent 
a  recusonably  required  reserve  or  replace¬ 
ment  fund  under  paragraph  (d)  (w  (e) 
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of  §  1.103-14  or  represent  investments 
of  less  than  a  m&ior  portion  of  the  pro¬ 
ceeds  within  the  meaning  ol  paragraph 
(b)  (1)  of  this  section  or  paragraph  (e) 
of  §  103.14.  See  paragraph  (b)  (5)  (il)  of 
this  section  for  rules  regarding  an  over- 
issuance  of  obligations. 

(iii)  (A)  In  the  case  of  acquired  non¬ 
purpose  obligations  (as  defined  in  para¬ 
graph  (b)  (4)  (iv)  (A)  of  this  section) 
allocable  to  a  refunding  issue  issued 
after  5  p.m.  e.d.t.,  September  24,  1976, 
the  term  “yield”  means  the  yield  com¬ 
puted  under  paragraph  (c)  (1)  (li)  of  this 
section  based  on  the  market  price  of  the 
acquired  obligations  as  determined  un¬ 
der  this  paragraph  (c)  (1)  (iii) .  This  par¬ 
agraph  (c)  (1)  (ill)  applies  to  proceeds 
of  the  refunding  issue  during  the  period 
beginning  on  the  date  of  issue  and  end¬ 
ing  on  the  date  the  last  obligation  of  the 
prior  issue  is  discharged  (i.e.,  retired) , 

(B)  The  market  price  of  an  acquired 
obligation  shall  be  the  mean  of  the  bid 
and  offered  price  on  an  established  mar¬ 
ket  where  such  obligation  is  traded  on 
the  date  of  issue  of  the  refunding  issue, 
or  if  earlier,  on  the  date  of  a  binding 
contract  to  acquire  such  obligation,  or, 
if  there  are  no  bid  and  offered  prices  on 
such  date,  on  the  first  day  preceding 
such  date  for  which  there  are  bid  and 
offered  prices.  Any  acquired  obligation 
for  which  there  is  not  an  established 
market  shall  be  treated  as  producing  a 
yield  materially  higher  than  the  yield  of 
the  refunding  issue  and  will  cause  obli¬ 
gations  of  the  refunding  issue  to  be 
arbitrage  bonds,  imless  no  yield  compu¬ 
tation  is  necessary  under  paragraph  (c) 

(1)  (il)  of  this  section  with  respect  to 
such  acquired  obligation.  Any  market 
especially  established  to  provide  an  ac- 
qidred  obligation  to  an  issuer  of  govern¬ 
mental  obligations  will  not  be  treated 
as  an  established  market.  For  example, 
if  a  person  sells  stripped  coupon  bonds  to 
Issuers  of  governmental  obligations  and 
there  is  not  an  established  market  for 
sales  of  such  bonds  to  other  persons, 
such  sales  will  not  establish  a  market. 
The  mean  market  price  may  be  deter¬ 
mined  by  reference  to  any  appropriate 
publication,  such  as,  for  example, 
“Composite  Closing  Quotations  for 
United  States  Government  Securities” 
published  by  the  Federal  Reserve  Bank  of 
New  York.  Where  the  price  of  an  obliga¬ 
tion  Is  quoted  on  an  established  market 
in  terms  of  yield,  the  market  price  shall 
be  llie  price  necessary  to  produce  such 
yield  using  the  method  of  computing 
yield  under  paragraph  (c)  (1)  (li)  of  this 
section  (determined  without  regard  to 
any  administrative  costs  with  respect  to 
such  obligation) .  The  market  price  of  an 
acquired  obligation  may  be  established 
by  the  borrowing  practices  of  the  issuer 
of  the  obligation,  as,  for  example,  by  de¬ 
termining  the  market  price  based  on  the 
Interest  ordinarily  paid  by  such  issuer  to 
persons  other  than  governmental  units 
with  respect  to  obligations  of  comparable 
maturities.  The  market  price  cff  a  time 
or  demand  deposit  (other  than  a  deposit 
acquired  with  transferred  proceeds) 
shall  be  determined  imder  the  preceding 
sentence  by  taking  into  account  the  yield 
tbaX  would  be  paid  by  the  obligor  if  the 


deposit  were  hdd  as  an  interest  betu’ing 
deposit  for  the  expected  period  of  the 
deposit,  except  that  if  the  sdeld  actually 
paid  is  higher  than  such  yield  the  mar¬ 
ket  price  shall  be  the  amount  of  the  de¬ 
posit.  If  the  price  paid  for  an  obligation 
is  lower  than  the  mean  market  price, 
such  lower  price  shall  be  the  market  price 
for  purposes  of  this  paragraph.  If  the 
price  paid  for  an  obligation  is  higher 
than  the  mean  market  price,  such  higher 
price  may  be  used  as  the  market  price 
only  if  the  obligation  Is  acquired  in  an 
arm’s  length  transaction  without  regard 
to  any  amount  paid  to  reduce  the  sdeld 
of  the  obligation.  For  purposes  of  this 
paragraph,  where  a  United  States  Treas¬ 
ury  obligation  is  acquired  directly  from 
the  United  States  Treasury,  such  acquisi¬ 
tion  shall  be  treated  as  establishteg  a 
market  for  such  obligation  and  as  estab¬ 
lishing  the  market  price  of  such 
obligation. 

(C)  Notwithstanding  paragraph  (c) 
(1)  (iii)  (B)  of  this  section,  in  the  case 
of  a  refimding  issue  issued  before  Octo¬ 
ber  29,  1976,  the  market  price  of  an  ac¬ 
quired  nonpurpose  obligation  acquired 
directly  from  toe  issuer  of  such  obliga¬ 
tion  shall  be  the  price  paid  for  such  ob¬ 
ligation  where  such  obligation  is  not  se¬ 
cured  by  any  imderlylng  securities  or 
obligations. 

•  •  •  •  •  . 

(f)  Allocation  of  investments  and  ex¬ 
penditures — (1)  In  general.  *  *  *  How¬ 
ever,  in  the  case  of  a  refunding  issue 
sold  on  or  after  October  29,  1976  or  is¬ 
sued  after  November  28, 1976,  obligations 
acquired  with  the  proceeds  of  such  issue 
that  are  used  to  discharge  the  prior  issue 
must  be  allocated  to  toe  refimding  issue, 
and  obligations  not  acquired  with  pro¬ 
ceeds  of  toe  refunding  issue  shall  not  be 
allocated  to  the  refunding  issue. 

•  •  •  •  • 

Par.  2.  Section  1.103-14,  as  set  forth 
in  toe  notice  of  proposed  rulemaking 
published  May  3. 1973  (38  FR  12405) ,  and 
December  3,  1975  (40  FR  56448),  is 
amended  as  follows: 

(1)  A  new  sentence  is  added  at  toe 
end  of  paragraph  (d)  (1) ; 

(2)  The  first  two  sentences  of  para¬ 
graph  (e)(1)  (il)  are  revised; 

(3)  A  new  sentence  is  inerted  after 
toe  third  sentence  of  paragraph  (e)  (3) 
(il); 

(4)  The  first  sentence  of  paragraph 
(e)  (3)  (V)  is  revised; 

(5)  New  paragraph  (e)  (3)  (vli),  (vUl), 
(lx) ,  and  (X)  are  added; 

(6)  Paragnq;>h  (e)  (4)  and  (5)  Is  re¬ 
vised;  and 

(7)  Paragraph  (e)  (6)  Is  added. 

The  new  and  revised  imovlslons  read 
as  follows: 

§  1.103—14'  Temporary  investments,  re> 
ser\'e  fund,  and  refunding  issues. 

•  •  •  •  • 

(d)  Reasonable  required  reserve  or  re¬ 
placement  fund — (1)  In  generoL  •  •  • 
For  toe  purpose  cd  determining  whether 
the  amount  Invested  exceeds  toe  amount 
specified  In  toe  preceding  sentence,  toe 
rules  of  S  1.103-13  (b)  (1)  (11)  ^ply. 

•  •  *  *  •  • 


(e)  Refunding  issue — (1)  In  general, 

mm* 

(il)  If  the  proceeds  of  an  issue  of  gov¬ 
ernmental  obligations  are  used  to  refund 
two  or  more  prior  Issues,  toe  portion  of 
the  proceeds  used  to  refund  each  such 
issue  is  treated  as  a  separate  refunding 
issue  for  purposes  of  applying  this  para¬ 
graph,  but  toe  issue  shall  be  treated  as 
a  single  issue  for  piuposes  of  computing 
yield.  Where  the  principal  or  interest  of 
all  or  a  part  of  a  prior  issue  is  refunded 
with  toe  proceeds  of  two  or  more  refund¬ 
ing  issues  issued  under  circumstances 
such  that  toe  refimding  is  in  substance  a 
single  transaction,  such  refunding  issues 
shall  be  treated  as  a  single  issue  for  pur¬ 
poses  of  applying  this  paragraph  and  if 
such  refunding  issues  are  sold  on  or 
after  October  29,  1976  or  issued  after 
November  28,  1976,  they  shall  be  treated 
as  a  single  issue  for  purposes  of  comput¬ 
ing  yield  under  S  1.103-13(c).  •  •  • 

m  m  m  m  m 

(2)  Definitions.  *  *  * 

(il)  *  *  •  The  preceding  two  sentences 
shall  not  apply  in  toe  case  of  a  refunding 
issue  sold  on  or  after  October  29,  1976, 
or  issued  after  November  28, 1976. 

(3)  Temporary  period.  •  *  • 

(v)  The  temporary  periods  provided  in 
paragraph  (b)  (6)  and  (7)  of  this  sec¬ 
tion  apply  to  toe  refunding  issue,  except 
that  in  toe  case  of  a  refunding  issue  sold 
on  or  after  October  29,  1976,  or  issued 
after  November  28,  1976,  toe  1-year 
period  described  in  paragraph  (b)  (6) 
shall  not  apply  to  investment  proceeds 
to  be  used  to  discharge  the  prior  is¬ 
sue.  •  •  • 

(vii)  Proceeds  of  a  refunding  issue  are 
invested  for  a  temporary  period  if  those 
proceeds — 

(A)  Are  received  as  accrued  Interest 
for  a  period  not  to  exceed  6  months  and 
will  not  be  used  to  discharge  toe  prior  is¬ 
sue,  and 

(B)  Are  invested  and  will  be  expended 
during  the  l-year  period  beginning  on 
toe  date  of  issue. 

(viii)  Proceeds  of  a  refunding  Issue 
that  will  not  be  used  to  discharge  toe 
prior  issue  (other  than  proceeds  describ¬ 
ed  in  paragrai^i  (e)  (3)  (vli)  of  this  sec¬ 
tion)  are  invested  for  a  temporary  per¬ 
iod — 

(A)  If  those  proceeds  are  Invested  dur¬ 
ing  a  1-year  period  beginning  on  toe  date 
of  issue  but  only, 

.  (B)  To  the  extent  that  those  proceeds 
either  are  used  to  pay  Issuance  costs  or 
do  not  exceed  1  percent  of  toe  original 
proceeds  of  toe  refunding  issue. 

(ix)  Proceeds  of  a  refunding  issue  that 
will  not  be  used  to  discharge  toe  prior 
issue  (other  than  proceeds  described  in 
paragraph  (e)  (3)  (vil)  and  (Till)  of  this 
secton)  are  Invested  for  a  temporary 
period  to  the  extent  that  those  proceeds 
do  not  exceed  the  lesser  of — 

(A)  $10,000,  or 

(B)  One  percent  of  toe  original  pro¬ 
ceeds  of  toe  refunding  issue. 

(X)  The  temporary  periods  provided 
in  paragraito  (e)  (3)  (vli) .  (vili) .  and  (lx) 
of  this  section  apply  only  to  a  refunding 
issue  sold  on  or  after  October  29,  1970 
or  issued  after  November  28, 1976. 
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(4)  Major  portion  test.  (1)  This  para¬ 
graph  (e)  (4)  applies  to  a  refunding 
issue  sold  on  or  after  October  29.  1970 
or  issued  after  November  28,  1976. 
The  rules  of  9  1.103-14(e)  (4)  as  pub¬ 
lished  with  notice  of  proposed  ruli«nak- 
ing  December  3,  1975  (40  FR  56541)  and 
corrected  by  notice  published  in  the 
Federal  Register  for  December  18,  1975 
(40  FR  58656)  shall  apply  to  refimding 
issues  to  which  this  paragraph  (e)  (4) 
does  not  apply. 

(11)  Proceed  of  a  refunding  issue  may 
be  invested  in  materially  higher  yield 
obligations  pursuant  to  9  1.103-13(b)  (1) 
(11)  (relating  to  major  portion  test), 
subject  to  the  following  limitations: 

(A)  Acquired  obligations  that  are  in¬ 
vested  at  a  materially  higher  yield  pur¬ 
suant  to  §  1.103-13(b)(l)(ii)  may  be 
acquired  only  with  transferred  proceeds. 

(B)  Proceeds  of  the  refunding  issue 
may  be  invested  in  materially  higher 
jrield  acquired  obligations  pursuant  to 
9  1.103-13(b)  (1)  (ii)~  only  to  the  extent 
that  they  do  not  exceed  the  amount  pro¬ 
vided  in  9  1.103-13 (b)  (1)  (li)  determined 
with  reference  to  the  prior  issue. 

(iii)  To  the  extent  that  proceeds  of 
an  issue  of  governmental  obligations  are 
invested  at  a  materially  higher  yield  in 
a  reasonably  required  reserve  or  replace¬ 
ment  fimd,  such  proceeds  are  included 
as  proceeds  invest^  in  materially  higher 
yield  acquired  obllgati<ms  for  purposes 
of  the  major  portion  test  in  9  1.103-13 
(b)(1) (li).  See  the  allocation  rule  in 
paragraph  (e)  (1)  (ii)  of  this  section  if 
less  than  the  outstanding  principal 
amount  of  the  prior  issue  is  refxmded 
with  the  proceeds  of  a  refimding  issue. 


(5)  Reasonably  required  reserve  or 
replacement  fund,  (i)  This  paragraph 
(e)  (5)  applies  to  a  refunding  issue  sold 
on  or  after  October  29,  1976  or  issued 
after  November  28,  1976.  The  rules  of 
9 1.103-14(e)  (4)  as  published  with  no¬ 
tice  of  proposed  rulemaking  (Decem¬ 
ber  3, 1975  (40  FR  56451) )  and  corrected 
by  notice  published  in  the  Federal  Reg¬ 
ister  for  December  18,  1975  (40  FR 
58656)  shall  apply  to  refunding  issues  to 
which  this  paragraph  (e)(5)  does  not 
apply. 

(11)  Proceeds  of  a  refunding  issue  (in¬ 
cluding  transferred  proceeds  may  be  in¬ 
vested  in  materially  higher  yield  ac¬ 
quired  obligations  pm-suant  to  para¬ 
graph  (d)  of  this  section  (relating  to  a 
reasonably  required  reserve  or  replace¬ 
ment  fund),  subject  to  the  following 
limitations; 

(A)  Acquired  obligations  that  are  in¬ 
vested  at  a  materially  higher  yield  pur¬ 
suant  to  paragraph  (d)  of  this  section 
may  be  acquired  only  with  transferred 
proceeds  or  proceeds  of  the  refunding 
issue  are  not  to  be  used  to  discharge  the 
prior  Issue. 

(B)  At  any  time  before  the  adjusted 
maturity  date  of  the  prior  issue,  proceeds 
of  the  refunding  issue  may  not  be  in¬ 
vested  at  a  materially  higher  yield  pur¬ 
suant  to  paragraph  (d)  of  this  section. 

(C)  In  the  case  of  a  refimding  issue  or 
Issues  issued  in  full  cash  defeasance  of 
the  prior  issue,  the  amount  determined 
under  paragraph  (d)  of  this  section  shall 
not  exceed  the  amount  so  determined 
with  reference  to  the  prior  issue. 

(iii)  See  the  allocation  rule  in  para¬ 
graph  (e)(1)  (11)  of  this  section  if  less 


than  the  outstanding  principal  amount 
of  the  prior  issue  is  refxmded  with  the 
proceeds  of  a  refunding  issue. 

(iv)  A  reserve  or  replacemoit  fund  for 
a  refunding  issue  in  excess  of  the  amount 
permitted  under  paragraph  (d)  of  this 
section  will  be  considered  to  be  reason- 
aUy  required  only  if  the  State  or  local 
governmental  unit  Issuing  the  refunding 
issue  establishes  to  the  satisfaction  of 
the  Commissioner,  prior  to  such  issu¬ 
ance,  that  the  specified  reserv'e  or  re¬ 
placement  fimd  is  necessary. 

(6)  Adjusted  maturity  date.  «it  The 
adjusted  maturity  date  of  a  prior  i'rii? 
is  the  earlier  of — 

(A)  The  maturity  date,  or 

(B)  The  expected  call  date  (provided 
that  the  expected  call  date  is  not  un¬ 
reasonably  early) . 

(ii)  If  different  parts  of  the  prior  issue 
have  different  adjusted  maturity  dates, 
then  (solely  for  purposes  of  paragraph 
(e)(4)  and  (5)  of  this  section)  those 
different  parts  shall  be  treated  as  sep- 
■  arate  issues  and  the  amount  of  any  pro¬ 
ceeds  of  the  prior  Issue  shall  be  allocated 
among  the  Afferent  parts  in  the  same 
proportion  as  each  part  bears  to  the  to¬ 
tal  outstanding  principal  amount  of  the 
prior  issue.  If  parts  of  a  prior  issue  are 
treated  as  separate  issues  under  the  pre¬ 
ceding  sentence,  and  if  the  proceeds  of 
the  refimding  issue  are  used  to  refund 
two  or  more  such  parts,  then  (solely  for 
purposes  of  paragraph  (e)  (4)  and  (5)  of 
this  section)  the  portion  of  the  proceeds 
of  the  refunding  issue  used  to  refund 
each  such  part  of  the  prior  issue  shall  be 
treated  as  a  separate  refimding  issue. 
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